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PRICE-LEVEL ACCOUNTING FOR
CORPORATE DIVIDENDS
Charles M. Finn*
Of the many problems besetting the ordered financial direction
of private corporations in the United States, one of the most persistent is price-level change. According to the Monthly Labor Review
of the Bureau of Labor Statistics, the Consumer Price Index of all
items rose from 71.4 in 1949 to 116.3 at the end of 1970.1 Pricelevel increases have been common in recent years. The Index rose
by 2.9% in 1966 and 1967, by 4.2% in 1968, 5.4% in 1969, and
5.9% in 1970.2
This article suggests that inflation has had a significant financial effect upon private corporations. Corporate books of account are
traditionally kept by a system of historical cost accounting. That is,
the dollar values of assets, liabilities, and capitalization are entered
on the corporation's financial statements at the time they originate
and these values are never changed.
As will be demonstrated, when historical-cost accounting is
utilized in a period of rising prices, corporate profits are often overstated. Since dividends may be paid out of these profits, the standards of historical-cost accounting should not be used to determine
whether the statutory requirements for payment of dividends have
been met. Rather, corporate financial statements should be adjusted
to account for price-level change, and only then should the source
be determined out of which dividends may be paid. Furthermore, if
price-level accounting were to reveal no legal fund out of which
dividends might be paid, the shareholders should be able to establish
the liability of their board of directors for the payment of such
dividends or enjoin the payment itself.
I.

PARTIAL ACCOUNTING REMEDIES TO PRICE-LEVEL CHANGE

The existence of an inflationary economy for over thirty years
has engendered many attempts at accounting and financial solutions
to the problems of price-level change.
* A.B., Hamilton College, 1961; LL.B., Duke University School of Law, 1964;
Member, American Society of Chartered Life Underwriters, and California State Bar

Association.
1 94 MONTHLY LABOR RE IEW, April 1971, at 105. The index uses 1967 as a base

of 100, and is a nationwide index of consumer prices tabulated on a monthly basis.
2 Id.
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One of these is the "last-in, first-out" (LIFO) method of accounting, which is based upon the theory that the cost of inventory
most recently purchased by a business should be charged against
current income. The basis of this theory is that in a rising cost
market inventory should not be an item upon which speculative
profits are taken. Such profits occur by "expensing" ' inventory
(under cost of goods sold) purchased when prices in general were
low against the selling price of goods when prices in general have
risen.
For example, assume that a business purchases ten widgets for
its inventory account at a price of ten dollars apiece in 1968. It
then sells its widgets from inventory at a price of twelve dollars.
By 1970 the business has to pay thirteen dollars for widgets and
sells them for fifteen. If, in 1970, the business sells one widget from
inventory for fifteen dollars, and charges against that income an
inventory price of ten dollars, the profit to the business will be five
dollars. LIFO accounting for inventory dictates that the current
inventory cost (thirteen) be charged against current income. Thus
the profit would be reduced to two dollars. LIFO, then, equates
the cost of current inventory purchases with the cost of current
production. In an inflationary market, the cost at which inventory
must be replaced (due to higher prices) is charged against current
income and the inventory account is adjusted to reflect price-level
changes.4
There are a number of other techniques used to dull the effects
of inflation. A corporation may create large amounts of long term indebtedness (i.e. fixed liabilities) as a hedge against rising price
levels. If the inflationary trend is continuous, the long-term debt is
an effective hedge because the debt is paid back to creditors in
dollars of lesser value than those previously borrowed.
Another solution may be to segregate earned surplus to provide
for future extraordinary expenses. Often, directors of a corporation
will set aside portions of annual or accumulated income as a
"Reserve for Contingencies." By this method, a corporation may
seek to insure that when it must replace assets at inflated prices,
the cost will be allocated to accumulated earnings and not to capital
or capital surplus. However, the amount to be set aside is always
based upon estimates of future costs, and therefore may be insufficient to purchase new assets.
3 I.e., charging against income.
4 LIFO has gained widespread acceptance and is an acceptable accounting procedure for federal income tax purposes. See INT. REv. CODE of 1954, § 472.

1972]

LEGAL FUND FOR DIVIDENDS

Accountants may also seek to provide for the replacement of
long-term productive assets by making an additional charge to the
annual depreciation of those assets. This additional charge will reduce the stated profits of a corporation in a period of inflation.
However, it is not at all certain that such a reserve is unavailable
as a source of dividend declarations within the discretion of the
board of directors. 5
None of these accounting and financial techniques has solved
the problems of price-level change. Each remedy is incomplete,
affecting only segments of a corporation's books of account. LIFO
accounting for inventory affects inventory but not other current
assets. Prudent business judgment dictates a limitation upon longterm indebtedness. "Reserves" can be used for purposes for which
they were not originally intended. Therefore, a more reliable method
of reporting the financial status of corporations should be implemented.
The tradition in the accounting profession 6 that fixed assets
must be valued at original cost has made difficult a comprehensive
solution to the problems caused by fluctuating (and, recently,
rising) dollar values. Under the historical-cost concept, a long-term
productive asset will be carried on the books of a corporation at
its original purchase price, regardless of any change in dollar values
in the national economy. Other assets, purchased some years later
for the same number of dollars, will be worth much less intrinsically
because of inflation. Such accounting procedure results in the anomalous practice of adding apples and pears: similar assets purchased
at different times are stated in terms of different dollar values.
To illustrate this situation, suppose that in 1950 ten-pound bags
of flour were the units of purchasing power, and that in 1970 the
units were five-pound bags. Generally accepted accounting principles would require that an asset with a twenty-year useful life,
bought in 1950 for fifteen bags of flour, be carried on the books
of the purchasing corporation at fifteen bags throughout the twenty
year period.7 Using the straight line method, depreciation would
be annually charged against income at the rate of .75 bags per year.
However, a similar asset purchased in 1970 for thirty bags would
be depreciated at the rate of 1.5 bags per year. Assuming that
technological change has not increased the productivity of such
5 See UNITED STATES STEEL CORP., ANNuAL REPORT (1947).

The reserve is not

irrevocably allocated for the purpose for which it is created.
6 Weiner & Bonbright, Theory of Anglo-American Dividend Law: Surplus and
Profits, 30 COLUM. L. RaV. 330, 340 (1930).
7 Minus, of course, depreciation based upon that price.
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an asset, both the asset purchased in 1950 and the asset purchased
in 1970 should create the same income for the corporation.
Yet, in 1969 the depreciation charged against current income
is .75 bags, but in 1970 the charge is 1.5 bags. Arguably, the
profits of the corporation are overstated in 1969. Most of the items
in the corporation's profit and loss statement are made in terms
of current economic values. However, in 1969 the depreciation
charged against 1969 income would be based upon economic values
which existed in 1950.
Clearly, financial statements prepared using historical costs
do not accurately reflect current economic values.
II.

PRICE-LEVEL ACCOUNTING: A SUGGESTED APPROACH

In order to provide financial statements which reflect changes
in price levels, some members of the accounting profession have
suggested that histofical-cost (or historical-dollar) accounting be
replaced by price-level accounting. Under this method, financial
statements would be periodically adjusted to a common-dollar basis
by adjusting dollar values according to an index, such as the Consumer Price Index or the Gross National Product Deflator.'
Arthur Anderson and Company, one of the first national accounting firms to support price-level accounting, has stated the
rationale behind price-level accounting: 9
Assets represent investments of general purchasing power, and no real
profit in an economic sense can result until the purchasing power
invested in assets consumed or sold is recovered. Therefore, a fair
determination of net income requires (1) that all costs charged to in-

come [e.g. depreciation] be stated in dollars having the same general
purchasing power as the dollars in which revenues are stated, . . .
Changes in the general price level are a normal part of the environment in which business operates, and all of the effects of such pricelevel changes should be reflected in the financial statements. The most
meaningful measurement of purchasing power is the current dollar;
therefore, it is desirable that all items be expressed in terms of cur-

rent dollars.

In 1953, the Committee on Accounting Procedure of the American Institute of Accountants formally objected to price-level
8 ACCOUNTING
ACCOUNTANTS,

PRINCIPLES

BOARD,

AMERICAN

INSTITUTE

OF

CERTIFIED

PUBLIC

No. 3, FINANCIAL STATEMENTS RESTATED FOR GENERAL
g 30 (1969). The Board refers to these indices as appropriate

STATEMENT

PRICE-LEVEL CHANGES

measures of price-level change and suggests that the Gross National Product Deflator
is the more accurate of the two.
9 ARTHUR ANDERSEN & Co., ACCOUNTING
COUNTING PROFESSION 6 (3d ed. 1969).

AND

REPORTING PROBLEMS OF TiE

AC-
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accounting as the standard by which financial statements should
be prepared. The Committee stated "[A]ccounting and financial
reporting for general use will best serve their purposes by adhering
to the generally accepted concept of depreciation cost, at least until
the dollar is stabilized at some level... [However,] should inflation
proceed so far that original dollar costs lose their practical significance, it might become necessary to restate all assets in terms of
the depreciated currency.lO

This official position was essentially repeated by the Accounting Principles Board of the American Institute of Certified Public
Accountants in June of 1969. In their Statement No. 3, "Financial
Statements Restated for General Price-Level Changes," the Board
said:
[G]eneral price-level financial statements or pertinent information extracted from them present useful information not available from basic
historical-dollar financial statements. . . . [T]he Board believes
[however,] that general price-level information is not required at this
time for fair presentation of financial position and results of operations
in conformity with generally accepted accounting principles in the
United States."
This conclusion was reached although the Board recognized that:
The ... inflation experienced in 1968 is only a small part of the total
inflation effect on fixed assets appearing in 1968 [financial] statements
.... For fixed assets purchased in 1950, for example, the cumulative
inflationary effect [was] 54%. . . . Nonrecognition of the effects of
inflation may therefore have a substantial effect on financial statement
though the
representations of assets held over long periods . .. even
12
amount of inflation each year has been relatively small.

III.

TABULAR

COMPARISON

HISTORICAL-COST

OF

PRICE-LEVEL

AND

ACCOUNTING

The effects of inflation referred to by the Accounting Principles Board can be significant in the actual financial operation
of business corporations. In Price Level Changes and Financial
Statements," Ralph Coughenour Jones demonstrates that when
book figures were adjusted to account for price-level changes,
the Armstrong Cork Company declared 89o of its net earnings
10 COMMITTEE ON ACCOUNTING PROCEDURE, AMERICAN INSTITUTE OF ACCOUNTANTS,
7, 13 (1953). This opinion was
ACcOUNTING RESEARCH BULL. No. 43 ch. 9, § a,

written at the close of the Korean War, when inflation was purportedly due to the
war economy. Since that time, at peace or at war, an inflationary economy has persisted.
11 ACCOUNTING PRINCIPLES BOARD, AMERICAN
12

Is

INSTITUTE OF CERTIFIED PUBLIC

supra note 8, f125 (1969).
Id. 1 14.
R. JONES, PRICE LEVEL CHANGES AND FINANCIAL STATEMENTS 67 (1955).

ACCOUNTANTS,
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in dividends to its common shareholders between 1941 and 1951.
These distributions were made because the effects of inflation upon
the Company were not apparent from its financial statements.
The following table demonstrates the impact on dividend
declarations of historical-cost accounting as opposed to that of pricelevel accounting.
DEPRECIATION OF A LONG-TERM PRODUCTIVE ASSET
1970

1971

1972

1973

Historical Cost Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 100,000
5,000
5,000
95,000

$ 100,000

$ 100,000
5,000
15,000
85,000

$ 100,000

5,000
10,000
90,000

*Price Level Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 105,000
5,250
5,250
99,750

$ 110,000

$ 115,000

$ 120,000

5,750
11,000
99,000

6,250
17,250
97,750

6,750
24,000
96,000

$+ 4,750

$+ 9,000

$+12,750
+ 1,250

$+16,000
+ 1,750

Comparisons Under P-L. A.:
Difference in Book Value
Difference in Depr. Charge

+

250

+

750

5,000
20,000
80,000

1974

1975

1976

1977

Historical Cost Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 100,000
5,000
25,000
75,000

$100,000
5,000
30,000
70,000

$ 100,000
5,000
35,000
65,000

$ 100,000
5,000
40,000
60,000

*Price-Level Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 125,000
7,250
31,250
93,750

$ 130,000

$ 135,000

$ 140,000

7,750
39,000
91,000

8,250
47,250
87,750

8,750
56,000
84,000

Comparisons Under P-L. A.:
Difference in Book Value
Difference in Depr. Charge

$+18,750
+ 2,250

$+21,000
+ 2,750

$+22,750
+ 3,250

$+24,000
+ 3,750

1978

1979

1980

1981

$ 100,000
5,000
45,000
55,000

$ 100,000

$ 100,000
5,000
55,000
45,000

$ 100,000
5,000
60,000
40,000

$ 145,000
9,250
65,250
79,750

$ 150,000
9,750
75,000
75,000

$ 155,000
10,250
85,250
69,750

$ 160,000
10,750
96,000
64,000

$+24,750
+ 4,250

$+25,000
+ 4,750

$+24,750
+ 5,250

$+24,000
+ 5,750

Historical Cost Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value
*Price-Level Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value
Comparisons Under P-L. A.:
Difference in Book Value
Difference in Depr. Charge

5,000
50,000
50,000
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1982

1983

1984

1985

Historical Cost Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 100,000
5,000
65,000
35,000

$ 100,000
5,000
70,000
30,000

$ 100,000
5,000
75,000
25,000

$ 100,000
5,000
80,000
20,000

*Price-Level Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depredation
Depreciated Book Value

$ 165,000
11,250
107,250
57,750

$ 170,000
11,750
119,000
51,000

$ 175,000
12,250
131,250
43,750

$ 180,000
12,750
144,000
36,000

Comparisons Under P-L. A.:
Difference in Book Value
Difference in Depr. Charge

$+22,750
+ 6,250

$+21,000
+ 6,750

$+18,750
+ 7,250

$+16,000
+ 7,750

1986

1987

1988

1989

Historical Cost Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 100,000
5,000
85,000
15,000

$ 100,000
5,000
90,000
10,000

$ 100,000
5,000
95,000
5,000

$ 100,000
5,000
100,000
0

*Price-Level Accounting:
Original Cost of Asset
Annual Charge for Deprec.
Accumulated Depreciation
Depreciated Book Value

$ 185,000
13,250
157,250
27,750

$ 190,000
13,750
171,000
19,000

$ 195,000
14,250
185,250
9,750

$ 200,000
14,750
200,000
0

Comparisons Under P-L. A.:
Difference in Book Value
Difference in Depr. Charge

$+12,750
+ 8,250

$+ 9,000
+ 8,750

$+ 4,750
+ 9,250

0
+ 9,750

* Retrospectively Applied.

The table is of necessity oversimplified. It assumes that a
corporation purchases a long-term productive asset in 1970 for
$100,000, with a twenty-year useful life and no salvage value.
During the years of useful life this asset is the sole productive
asset of the corporation and its productivity never varies. Through
sound management, the corporation earns $10,000 each year before
accounting for depreciation. 14
It is assumed that inflation continues throughout the useful
life at an annual rate of five percent, although in reality the rate
of inflation would rarely be so constant.
Using straight-line depreciation, the annual depreciation charge
against income is $5,000 if historical-cost accounting is used. Cumulatively, over the twenty years, the corporation earns $200,000,
against which is charged $100,000 of depreciation. Therefore, the
14 Although sales prices rise in an inflationary period, they are normally balanced
by a rising cost of goods sold.
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corporation has net earnings of $100,000, carried to retained earnings, for this twenty-year period.15 Using historical-cost accounting
for depreciation, these net profits were available for distribution
as dividends, in the discretion of the board of directors of the
corporation.
Note, however, that if the asset were annually revalued to
account for price-level change, and if the annual depreciation charge
were therefore also restated, the accumulated depreciation at the
end of twenty years (in 1989) would be $200,000, which would
entirely offset the corporation's income before depreciation. No
amount would be considered retained earnings, and no amount
would be available for dividend distributions.
The table, of course, ignores many factors. It is hard to
imagine any modern corporation with such a static existence, nor
is technological change taken into account; a productive asset is
normally not replaced with an asset of identical productivity. However, the table does illustrate, in microcosm, the effects of pricelevel change. In a period of rising prices, using historical-cost accounting, depreciation charges are understated and profits are
overstated. Consequently, the historical-cost accounting approach
should be abandoned in favor of a method which takes into account
price-level change.
IV.

APPLYING PRICE-LEVEL ACCOUNTING TO STATUTORY TESTS

The Model Business Corporation Act is representative of the
statutory restrictions upon distribution of dividends, 6 and should
be considered in applying the standards of price-level accounting.
The Act states that dividends may be declared and paid in cash or
property "only out of the unreserved and unrestricted earned surplus of the corporation," unless the corporation is insolvent or the
payment would make it so.'" Earned surplus is defined as "the
portion of the surplus of a corporation equal to the balance of
its net profits, income, gains and losses from the date of incorporation, or from the latest date when a deficit was eliminated ...

after

15 The effects of income taxation have been ignored here for purposes of
simplicity.
16 ABA-ALI MODEL Bus. CoRP. ACT (1966).
17 Id. § 40(a). For examples of other dividend tests, to which the theory of this
article would also be applicable, see CAL. CORP. CODE § 1500 (West Supp. 1971) ; DEL.
CODE ANN. tit. 8, § 170 (Supp. 1968); N.Y. STOCK CORP. LAW § 58 (McKinney 1951).
California's "nimble dividend" statute, in addition to the "earned surplus" test further
permits dividends in cash or property to be paid out of net profits for the preceding
accounting period despite the fact that the net assets of the corporation amount to
less than the stated capital. See CAL. CORP. CODE § 1500(b).

LEGAL FUND FOR DIVIDENDS

1972]

deducting subsequent distributions to shareholders and transfers
to stated capital and capital surplus to the extent such distributions
and transfers are made out of earned surplus.""
The difference in depreciation charges under historical-cost and
price-level accounting has been discussed above. If the directors
of the corporation in the example given had declared and paid
$100,000 in dividends, they would have violated the statute under
an accounting system based on actual dollar values. Due to pricelevel change, the earnings of the corporation were overstated because an inadequate charge was made to depreciation. Therefore,
the fund available for dividends, earned surplus, was also overstated.
If the directors declare dividends out of this overstated fund they
would violate the statute which states that dividends may be declared "only out of the unreserved and unrestricted surplus of the
corporation."
The following example demonstrates the effect of declaring
dividends under historical-cost accounting. At the beginning of
operations, the corporation's balance sheet would have shown:
Shareholders' Equity

Assets
$100,000

Asset

Stated Capital

$100,000

$100,000

$100,000

After twenty years, a period in which the corporation has earned
$200,000, the long-term productive asset would have been completely depreciated, and under historical-cost accounting the corporation would have accumulated $100,000 in retained earnings:
Shareholders' Equity

Assets
Cash
Asset $100,000
Less: (100,000)
Depreciation

$200,000

Stated Capital
Retained Earnings

$100,000
100,000

0
$200,000

$200,000

If $100,000 or some portion thereof, were distributed to the shareholders at this juncture, there would be insufficient funds with
19
which to replace the corporation's sole long-term productive asset.
18

ABA-ALI MODEL Bus. CORP. AcT § 2(1)

(1966).

On the balance sheet of a

corporation, earned surplus might also be called retained earnings, accumulated earnings, or earnings retained for use in the business.

19 Ignoring technological change, the asset will cost $200,000 because of inflation.
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Assets represent economic power. As such, their value should
be stated in current dollars; they must be replaced with current,
not historical, dollars. Here, $100,000 is apparently available to
be distributed in cash dividends. Actually, the sum represents only
the number of dollars needed by the corporation to keep pace with
inflation. Therefore, the $100,000 should not have been treated as
earned surplus but as an adjustment of capital for price-level change.
Had the books of the corporation been adjusted to reflect such
change, the final balance sheet would have shown:
Assets
Cash
Asset $200,000
Less: (200,000)
Depreciation

Shareholders' Equity
$200,000

Stated Capital

$200,000

$200,000

$200,000

Here, the unreal profits of the corporation are not shown. Since
there is nothing in the earned surplus account, nothing can legally
be paid out in dividends. However, the corporation has $200,000
in the cash account which may be used to purchase a replacement
for the productive asset at inflated prices. Thus the corporation is
preserved as a going concern, thereby fulfilling the purpose of
statutes which restrict the payment of dividends.20
V.

PRICE-LEVEL ACCOUNTING IS JUDICIALLY ACCEPTABLE

Under present statutes and court decisions, there is nothing
to preclude judicial acceptance of price-level accounting as the
standard by which the fund available for corporate dividends must
be determined.
Price-level accounting is not a generally accepted accounting
principle. 2' However, accounting principles are not binding legal
standards.22 This distinction is particularly apparent in income tax
law. For example, the 1954 Internal Revenue Code disallows deductibility of life insurance premiums paid on a policy covering
an officer or employee of a business where the taxpayer is a benefi20 The modem tendency is to minimize creditor protection. See, D.
CORPORATE DvmENDs § 9.1 (1941).
21 COMMITTEE ON

ACCOUNTING PROCEDURE,

AMERICAN

INsTITUTE OF

KEEL,

AccOUN-

TANTS, supra note 10.

22 "On certain topics, such as valuation, depreciation, and depletion, the law
impliedly adopts what may be termed good accounting practice ....
[H]owever ...
the courts have the last say and tend to follow.., what will further the legal objective
in view." H. BALLANTn x, CoR~oM1AxoNs § 233 (1946).
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ciary of the policy. 23 However, the cost of such premiums is certainly a current expense by accounting standards. The law, then,
need not necessarily follow the generally accepted practices of the
accounting profession.
A. Jurisdictions Which Prohibit Consideration of Unrealized Appreciation
25
24
In a majority of jurisdictions, statutory and decisional law
26
prohibit using unrealized appreciation in determining the fund
available for dividends. This rule does not militate against the use
of price-level accounting. The rule exists to prevent the upward
revaluation of an asset to reflect current market value, which at
best may be speculative. Fixed assets are usually disposed of only
upon liquidation or obsolescence when sale prices are unlikely to
equal the "market value" at which they have been revalued. However, under price-level accounting, all items in the balance sheet are
translated into terms of present units of purchasing power. The
value of an asset is not altered by an adjustment for price-level
change; it is merely more accurately restated in terms of current
dollars. The adjusted asset value is reflected not in a revaluation
surplus (which may be available, in some jurisdictions, for dividends) 2T but as an accretion to capital.
The acceptability of price-level accounting is clearly inferred in
2
Berks Broadcasting Co. v. Craumer, ' a case from Pennsylvania,9
where unrealized appreciation is specifically disallowed by statute.
In this case the court reasoned: "a surplus must be bona fide and
not an artificial or fictitious one; it must be founded upon actual
earnings or profits and not be dependent for its existence upon a
theoretical estimate of an appreciation in the value of the company's
assets.""0 Patently, such reasoning calls for the use of price-level
23 INT. REV. CODE of 1954, § 264(a)(1).
24 CAL. Corn'. CODE § 1502 (West 1955); MIcH. ComP. LAWS § 450.22 (1967);
§ 1701.33(A) (Anderson 1967); WASH. RaV. CODE ANN.
OHIO REV. CODE ANs.

§ 23A.08.420(1) (1969).
25 Loftus v. Mason, 240 F.2d 428, 433 (4th Cir. 1957) ; Southern California Home
Home Life Ins.
Builders v. Young, 45 Cal. App. 679, 188 P. 586 (1920); Kingston v.
356 Pa.
Co., 11 Del. Ch. 258, 101 A. 898 (1917) ; Berks Broadcasting Co. v. Craumer,
620, 52 A.2d 571 (1947).
26 I.e., revaluation without disposition of the asset.
27 As in New York. Randall v. Bailey, 288 N.Y. 280, 43 N.E.2d 43 (1942). And
Act. See
possibly in those states which have adopted the Model Business Corporation
70 HARV.
Hackney, The Financial Provisions of the Model Business Corporation Act,
are
L. RFv. 1357, 1378 (1957). A revaluation surplus arises when specific asset values
restated to reflect current values.
28 356 Pa. 620, 52 A.2d 571 (1947).
29 PENN. Bus. CORP. LAW § 1702 (West 1967).
30 356 Pa. at 625, 52 A.2d at 574 (emphasis in the original).
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accounting so that fictitious profits, that is profits which merely
keep pace with inflation, will not be declared as dividends. Moreover, actual value is current economic value, not value at some past
point in time.
B.

JurisdictionsWhich Permit Considerationof Unrealized Appreciation

Price-level accounting is a readily acceptable concept in the
minority of jurisdictions which permit unrealized appreciation to
be taken into account in determining the fund available for dividends. Courts in these jurisdictions have stated that this fund
should be based upon "actual values." The North Carolina case
of Cannon v. Wiscasset Mills states,8 "manifestly, for the purpose of determining the amount to be declared and paid as a dividend, it is necessary that the true value of the assets in cash, and
not the mere book value, should be ascertained." Randall v. Bailey,3 2
decided by the New York Court of Appeals, is the case most
usually cited in support of the recognition of unrealized appreciation. After quoting from that opinion, the Delaware Court of
Chancery, in 1949, went on to say that directors should evaluate
assets "by standards which they are entitled to believe reasonably
reflect present values.""3 In these jurisdictions, it may be argued
that price-level accounting provides for the recognition of actual
values, and furnishes a way to prevent dividends being declared
out of amounts which may never be realized, as, for example,
where unrealized appreciation is permitted.3 4
1. Unrealized Appreciation Authorized for Specific Assets.
In several states, unrealized appreciation may be considered in connection with certain types of assets. Idaho3" statutorily forbids the
payment of dividends out of the unrealized appreciation of fixed
31

195 N.C. 119, 125, 141 S.E. 344, 348 (1928).
32 288 N.Y. 280, 43 N.E.2d 43 (1942). Effective in 1963, New
York requires that

if dividends are paid out of revaluation surplus from unrealized appreciation,
notice
must be given to shareholders. N.Y. Bus. CoRP. LAW § 510(c) (McKinney
1963).
33 Morris v. Standard Gas & Elec. Co., 31 Del. Ch. 20, 30,
63 A.2d 577, 582
(1949). See also Splittgerber Bros. v. Skinner Packing Co., 119 Neb.
259, 228 N.W.
531 (1930).
84 Where the Model Business Corporation Act is in force,
dividends may perhaps
be paid out of revaluation surplus; Hackney, supra note 27. See also
Seward, Earned
Surplus, Its Meaning and Use in the Model Business CorporationAct,
38 VA. L. REv.
435 (1952). This speculation was heightened when Illinois adopted the
Act but specifically provided that "No dividend . . . shall be declared or paid
out of surplus
arising from unrealized appreciation in value, or revaluation, of assets."
ILL. ANNx.
STAT. ch. 32, § 157.41 (Smith-Hurd Supp. 1970).
35 IDAuo CODE ANN. § 30-130(4) (a) (1967).
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36
assets. By implication, current assets may be written up. Minnesota allows securities "having a readily ascertainable market value"
37
to be revalued to reflect their present market value, which assumes
that current assets will be disposed of at current market prices.
Thus, to a limited degree, recognition is given to price-level change,
as well as to the extraneous factors which influence value. In these
jurisdictions, it may be argued that price-level accounting would
be more protective of those who are relying on a corporation's
financial statements. Price-level accounting recognizes fluctuations
in dollar value, and also retains the conservative practice of valuing
current assets at the lower of cost or market value. This diminishes
the danger that after revaluation in a rising market, the market
will plummet.
3
Mountain State Steel Foundries Inc. v. Commissioner,' decided by the Fourth Circuit in 1960, indicated that the federal
court in West Virginia was also concerned with changes in the
purchasing power of the dollar. This case involved an attempted
repurchase by a corporation of its stock. To raise the necessary
funds, the corporation had given several notes and deducted the
interest from its federal income tax. The Commissioner contended
that under the traditional cost-accounting method the purchase
impaired capital, and was therefore illegal under the West Virginia
statute,3 9 and that the notes were invalid and the interest not
deductible. In interpreting the West Virginia statute, the court
held for the corporation. The court stated:

When the legislature spoke of impairment of capital, we think it had
a more objective standard than a computation which is the product

of years of financial history of an enterprise. If write-ups by appraisal
be subject to criticism in the world of corporate finance, a blind acceptance of book values is much more vulnerable. An overstatement
of assets because of a failure to charge off obsolescent equipment

should not enlarge the power of the corporation to buy its own stock,
in values and the
nor should understatement because of appreciation
°
decline in the worth of money restrict it.

Price-Level Accounting in Public Utility Rate-Making
The argument for price-level accounting is supported by public
utility rate-making, where the return on invested capital is often

C.

30 Thus current assets (such as marketable securities) may be revalued to reflect
current market prices.
37 MINN. STAT. ANN. § 301.22(1) (1969).
38 284 F.2d 737 (4th Cir. 1960).
39 W. VA. CODE ANN. § 31-1-39 (1966).

40 Mountain State Steel Foundries Inc. v. Commissioner, 284 F.2d 737, 741
(4th Cir. 1960). (Emphasis supplied).
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computed on the "fair value" of the utility's assets." Additionally,
there are dicta in many of the cases 42 which may be used to support
price-level accounting. For example, the United States Supreme
Court held in United Rys. Elect. Co. v. West 48 that under the fair
value concept, depreciation should be based on the present value of
assets rather than on historical cost. In a later decision, West v.
Chesapeake and Potomac Tel. Co. of Baltimore,44 the court stated
in dictum that "any just valuation must take into account changes
in the level of prices.1 ' The rationale behind the fair value concept is that public utilities should be able to earn rates sufficient
to allow for the proper maintenance and expansion of their facilities.4 6 Price-level accounting also assures that the revenues of a
corporation will not be paid out when they are needed to maintain
and replace existing productive assets.
D. Price-Level Accounting and the Accounting Profession
Although judicial acceptance of price-level accounting has not
yet been tested, support may also be found among some members
of the accounting profession. In Accounting in Law Practice,4 7 the
authors state that "it may be contended that it is the traditional
practice [of historical-cost accounting] which is lacking in conservatism-that if depreciation charges are based upon low original
costs, current operating profits are being overstated, such profits
being due not entirely to the operations of the period but partly
to the accidental factor of the low original cost." Arthur Andersen
and Company bases its support of price-level accounting on the
premise that "where there have been significant price-level changes,
price-level accounting ... generally is necessary in order to accomplish a fair determination of net income and a fair presentation of
financial position, including the stockholders' investment.1 48
A student comment, written in the Michigan Law Review of
1936 ," examined the effects of changing dollar values upon corporate finances, and advocated reproduction-cost accounting, under
which assets are written up to the cost of their replacement, minus
41 See J. BAUER, TRANSFORM=NG PUBLIC UTILITY REGULATION
30-33 (1960);
Smyth v. Ames, 169 U.S. 466 (1898).
42 See collection in SIMPSON & SCIIMIDT, LEADING JUDICIAL
INTERPRETATIONS ON
PUBLIC UTILITY REGULATION

29-56 (1940).
43 280 U.S. 234, 253 (1929).
44 295 U.S. 662 (1935).
45 Id. at 672.
40 j. BAUER, supra note 41, at 5.
47 W. GRAAM & W. KATZ, ACCOUNTING IN LAW PRACTICE
224 (2d ed. 1938).
48 ARTHUR ANDERSEN & Co., supra note 9, at 11.
4) 35 Mice. L. REV. 286 (1936).
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depreciation. The author stated that "[o]n the purchasing power
basis the rise in the dollar value of corporate assets resulting from
a general rise in the price level is not unrealized appreciation, but
capital. And any payment to stockholders out of this appreciation
50
in dollar value will therefore be a payment out of capital," and
to
thus illegal. 5 ' However, he believed reproduction-cost accounting
be too difficult to implement in a business context.
Similarly, many accountants today foresee obstacles to pricelevel accounting: that it would not be understood; that a change
to this system requires a stable economy so that all corporations
that
would undertake the new method on the same footing; and
adjustthe
base
to
which
upon
index
there is no satisfactory price
ments for dollar-value change.
The validity, if any, of these contentions is eliminated if pricelevel accounting is used solely to determine the fund available for
dividends. First, if the protective purposes of the dividend statutes
are to be carried out, the dividend fund must be determined with
a degree of accuracy and validity which will prohibit illegal funds,
in the guise of profits, from being used for dividends. Price-level
accounting will accomplish that purpose. Second, until this method
gains wider use, price-level accounting may be used by corporations
At
merely to determine the amount of their dividend declarations.
condition
financial
their
report
to
present, corporations are required
under generally accepted accounting principles, which are presumed
be
to be understood by laymen. Third, although some difficulty may
price-level
for
assets
of
encountered in adjusting the book value
change, the task is not insurmountable in the hands of capable
accountants, assisted by modern computers. Additionally, all corporations need not adopt the system at the same time because adjustments would be consistent with present dollar values at any time.
Fourth, indices such as the Consumer Price Index or the Gross
National Product Deflator are sufficiently accurate measures of
fluctuations in dollar value for the purpose of limiting dividend
distributions, if not for implementing a uniform accounting system.
Finally, if price-level accounting for dividends were adopted by
corporations, objections to its general use might prove minimal.
VI.

RIGHTS OF SHAREHOLDERS TO REQUIRE USE

OF PRiCE-LEVEL ACCOUNTING

Some corporations will continue to use historical-cost accounting to determine the fund which is legally available for the payment
50 Id. at 291.

51 Id.
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of dividends. The determination of that fund through traditional
accounting methods may impair the fiscal soundness of these corporations. Their shareholders should then have the legal power to
protect their financial interests as owners of the corporation.
Shareholders may presently enforce their right to inspect corporate books and records52 and may thereby discover whether dividends have been properly declared under the principles of price-level
accounting. An accountant, acting as the agent of the shareholders,
may make this determination.
Early dividend statutes often created absolute liability on the
part of directors if they declared dividends in contravention of
statutory requirements." The better and more modern statutes
allow directors to rely, in good faith, upon financial statements
presented to them which are represented as being correct.5 4 It is

therefore imperative that the shareholders give notice to the board
of directors that a payment of dividends will be illegal unless the
principles of price-level accounting are used. The shareholders
should inform the directors that financial statements prepared using
historical-cost accounting are incorrect because amounts are not
stated in terms of actual dollar values.
The remedy available to shareholders depends in most instances upon statutory law. 5 However, prior to the payment of the
dividend, shareholders should be able to bring an action in equity
to prevent payment. 6 If the dividend has actually been paid, most
statutes hold directors who knowingly assented to the declaration
of illegal dividends personally liable.57 The remedy of recovery is,
by statute, given to creditors, the corporation itself, or to shareholders.5 If the right of recovery is given to the corporation alone,
shareholders may bring a derivative suit against the directors.5 9
Thus, the shareholders should be able to protect their investment
from detrimental financial decisions based upon historical-cost accounting.
52 H. BALLANTINE, supra note 22, § 159.
53 N. LATTIN, THE LAW OF CORPORATIONS 565 (2d ed. 1971).
54 Id. at 466. See also ABA-ALI MODEL Bus. CORP. ACT §§ 43(a),(e)
(1966);
CAL. CORP. CODE § 829 (West Supp. 1971); DEL. CODE ANN. tit. 8, §
172 (Supp.
1968); ILL. ANN. STAT. § 157.42-10 (Smith-Hurd Supp. 1970).
5 N. LATTIN, supra note 53, at 566-67.

56 Annot., 55 A.L.R. 8, 135 (1928). See also McGahan v. United Engineering
Corp., 118 N.J. Eq. 410, 180 A. 195 (1935).
57 CAL. CORP. CODE § 825 (West 1955); DEL. CODE ANN. tit. 8, § 174
(Supp.
1968); N.Y. Bus. CORP. LAW § 719(a) (1) (McKinney 1963).
58 California, for example, gives the remedy to all three. See CAL. CORP. CODE
§ 825 (West 1955).
59 N. LATTIN, supra note 53, at 413.
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75

RECASTING CURRENT FINANCIAL STATEMENTS

FOR PRICE-LEVEL CHANGE

In order to determine whether dividends have been illegally
declared, a method for recasting current financial statements in
terms of current, inflated dollars must be established. One approach
is suggested by H.A. Finney and Herbert E. Miller in Principles of
Financial Accounting. 0
First, an analysis must be made of a current historical-dollar
financial statement to determine when the various entries were
made. Assume the following balance sheet for X Corporation:
X Corporation
Balance Sheet
Period Ending December 31, Year Four

Assets
Cash
Machine
Accum. Deprec.

$ 10,000
100,000
(60,000)

Liabilitiesand Stockholders' Equity
Liabilities:
Long-Term Debt
$10,000
Stockholders' Equity:

Stated Capital
Retained Earnings
$ 50,000

30,000
10,000
$50,000

X Corporation was formed in Year One, when the price index
(such as the Gross National Product Deflator) was 100. The
machine was purchased and the long-term debt was incurred in
Year Two, when the price index had risen to 110. The current
year is Year Four, and the price index is now 140.
In recasting the balance sheet to reflect price-level changes
cash, by its very nature, is stated in terms of current dollars.6
Moreover, liabilities which were incurred in a period of lower price
levels are not adjusted to reflect price-level changes because a
liability is repaid with current dollars.
The remaining items in the balance sheet must, however, be
adjusted to reflect price-level change. The adjustment is made
through the use of a conversion ratio which is derived by using the
current price level (140) as the numerator of a fraction and the
price level when the item was originally entered on the balance
sheet as the denominator. Therefore, these items in the balance
sheet of X Corporation would be adjusted as follows:
60 H. FINNEY & H.
61 Id. at 340-41.

MILLER, PRINCIPLES oF FINANCIAL ACCOUNTING 339-54 (1968).
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$ 30,000 X 1

100

Machine
Accum. Depreciation

= $ 42,000

140
100,000 X - 110 =

127,272

60,000 X -140 =

76,363

110

The balance sheet of X Corporation would then be recast in
the following manner:
Assets
Cash
$ 10,000
Machine
127,272
Accum. Depreciation (76,363)

Liabilitiesand Stockholders' Equity
Liabilities:
Long-Term Debt
10,000
Stockholders' Equity:
Stated Capital
42,000
Balance of Stockholders
8,909

$ 60,909

$60,909

Note that a different entry has been made in the Stockholders'
equity portion of the balance sheet called "balance of stockholders'
equity." It would be incorrect to designate this amount as retained
earnings, which is an historical record of the earnings of the corporation since its inception. Rather, it is a balancing entry after the
2
other items in the balance sheet have been restated.
The income statement of X Corporation should also be adjusted
to reflect price-level change. Although most of the entries in an
income statement are stated in terms of current dollars, the annual
depreciation charge should be adjusted to reflect changes in the
price-level. Assume a historical cost income statement as follows:
Income Statement
X Corporation
Period Ending December 31, Year Four
Revenues
Expenses:
Depreciation
Other (in cash)
Net Income

$ 90,000
$20,000
60,000

80,000
$ 10,000

The depreciation charge should be restated to reflect pricelevel change using the same conversion ratio (140/110) as was
02

Id. at 347.
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used for depreciation on the balance sheet. The adjusted depreciation charge then becomes $25,454 and the income statement is
recast as follows:
Revenues
Expenses:
Depreciation
Other (in cash)

$ 90,000
$25,454
60,000

$ 85,454
$ 4,546

How, then, would various statutes which restrict the payment
of dividends apply to these recast financial statements?
In jurisdictions such as Delaware63 and California" which permit dividends to be paid out of net income (either of the current
year or of the preceding accounting period), it is clear that $4,546
rather than $10,000 is available for dividend distribution.
The Delaware test also permits dividends to be declared out
of surplus, which is defined as the amount by which total assets
exceed the sum of liabilities and capital.6 5 There appears to be no
definitional problem in applying the statute to a financial statement recast to reflect price-level change. Here, total assets minus
total liabilities plus capital equals "balance of stockholders' equity"
or $8,909.
Where the Model Business Corporation Act is in force, however, or an "earned surplus"6 6 test is applied to determine the legal
source for dividends, a definitional problem may present itself: the
"balance of stockholders' equity" is not "earned surplus." As previously discussed, "balance of stockholders' equity" is merely a
balancing entry to equate assets with liabilities and stockholders'
equity rather than a historical record of the earnings of the corporation, minus previous distributions to shareholders. A potential
solution to the definitional problem in these jurisdictions is to recast all previous income statements for price-level change. The sum
of the net income for prior years, minus any distributions to shareholders and transfers to stated capital or capital surplus, would
then be the sum available for dividend distribution.
63 DEL. CODE ANN. tit. 8, § 170(a) (Supp. 1968).
64 CAL. CORP. CODE § 1500(b) (West Supp. 1971).
65 DEL. CODE ANN. tit. 8, § 154 (Supp. 1968).

66 Some jurisdictions which have not adopted the Model Business Corporation Act
utilize an "earned surplus" test similar to the one contained in the Act. See text accompanying note 17, supra. See also CAL. CORP. CODE § 1500(a) (West Supp. 1971).
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SUMMARY

Business and professional men dwell in an environment of constant change. Traditional philosophical, technological, and economic
methods often are not adapted to meet changing circumstances.
Historical-cost accounting is one such method which, oftentimes,
does not accurately reflect the financial status of modern business
enterprises.
Price-level accounting, on the other hand, adjusts historicaldollar financial statements to reflect current dollar values. Values
are not reappraised. Rather, they are restated so that each accounting entry stands on a common footing with the others. As has been
demonstrated, this restatement can be easily accomplished.
The concept of price-level accounting should be judicially
acceptable. The goal of the accounting profession and the Securities
and Exchange Commission appears to be accurate and lucid reporting of corporate finances. 7 Historical-cost accounting does not
achieve this end because different economic values are intermixed
in one financial statement. However, once the public is educated to
price-level accounting, its lucidity cannot be matched by other systems; its accuracy is self-evident. Clearly, price-level accounting is
a realistic method of protecting investors, creditors, and corporations
themselves from inadvertent financial decisions in a constantly
changing economy.
67 See R. AMORY & W. HARDEE, MATERIALS ON ACCOUNTING 62-66 (3d ed. 1959);
and COMMITTEE ON ACCOUNTING PROCEDURE, AMERICAN INSTITUTE OF ACCOUNTANTS,
supra note 10, ch. 8.

